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Tax-Efficient Wealth Transfer
By an Elderly Couple
A growing number of elders have
amassed substantial assets as a result
of adopting frugal lifestyles or making
fortunate investments. This article
proposes detailed plans for managing
these individuals' taxes as their wealth
is transferred.
By Allen F. Ross
n today's world, people are living longer, more
active lives. Given these circumstances, it has
become much more difficult for older couples
to consider when they might be interested in
beginning a wealth-transfer program for the
benefit of children and/or grandchildren.
Presently, substantial gifting programs can cre-
ate potential income, estate, and generation-skipping
taxes. This means substantial due diligence must be
undertaken before a well-crafted program should be
initiated. In this analysis, we will consider a gifting
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program that will begin with five years of accumula-
tions followed by a transfer of these assets to an
irrevocable trust or related family limited partnership.
The objectives of the gifting program include
providing the beneficiaries with the largest after-tax
asset value and, simultaneously, providing the giv-
ers an opportunity to gift with the least amount of
tax responsibility.
The clearest way to demonstrate this situation is
to create an example of a seventy-five-year-old couple
that has a desire to transfer some assets. The funda-
mental strategy here is to absorb substantial
accumulations into a specific program and then un-
dertake a capital transfer of the funds to the
partnership or trust in the most appropriate, tax-
efficient manner.
Presently, the most tax-efficient method for ac-
complishing these goals is to introduce a unique,
custom-designed life insurance vehicle that can ab-
sorb these assets. Then the contract can be gifted to
the beneficiaries at a time when the effective gift or
generation-skipping taxes may be only a fraction of
what a direct transfer might be.
The real valuation, or the actual level of taxa-
tion, will be determined by reviewing the surrender
value, the account value, and the interpolated termi-
nal reserve. Whichever is highest would be the taxable
value of the contract at transfer.1 The IRS considers
gross income to include the "entire cash value," and
for certain circumstances the interpolated terminal
reserve may be the most accurate parameter.2 Fur-
thermore, the abusive use of "springing cash value"
contracts that show little or no value at transfer reit-
erates the need for considering reserves as a more
appropriate value for such contracts.3
The programs and policies discussed within uti-
lize the interpolated terminal reserve as the basic
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TABLE 1.
ANNUAL
PREMIUM
OUTLAY
GIFT
TAX
PAYABLE
CURRENT
ACCOUNT
VALUE
70 $
71 $
72 $
73 $
74 $
75
76
77
78
79
80
81
82
83
84
85
86
87
88
89
90
91
92
93
94
95
96
97
98
99
1,000,000
1,000,000
1,000,000
1,000,000
1,000,000
$ 798,518
I Policy owned as an estate includable asset for the first five years.
2 After expiration of three year contemplation of death provision, value is not estate includable for estate tax
purposes.
. Interpolated terminal reserve may be higher than account value illustrated.
valuation of the insurance contract and fall within
the allowable guidelines established by I.R.S. Notice
89-25, etc. This solidifies the concept as an ideal
method for providing tax-compliant, tax-efficient
transfers to future generations.
Example
Table One presents the scenario in a straightforward
manner. The couple has a joint insurance age of sev-
enty years (Column One). Because two lives are being
considered and death benefits are not paid until the
JT
AGE
GROSS
DEATH
BENEFIT1
327,597
707,312
1,079,581
1,451,851"
1,712,820
1,980,969
2,637,585
4,426,024
6,220,900
6,577,128
6,946,983
7,330,822
7,729,129
8,143,126
8,574,701
9,026,736
9,502,920
10,008,187
10,548,291
11,126,027
11,750,520
12,432,780
13,186,206
14,023,782
14,928,901
15,895,733
16,929,293
18,036,197
19,229,174
14,890,778
14,890,778
14,890,778
14,890,778
14,890,778
14,890,778
14,890,778
14,890,7782
14,890,778
14,890,778
14,890,778
14,890,778
14,890,778
14,890,778
14,890,778
14,890,778
14,890,778
14,890,778
14,890,778
14,890,778
14,890,778
14,890,778
14,890,778
14,890,778
15,284,520
16,070,962
16,889,216
17,740,206
18,638,606
19,607,989
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surviving spouse dies, the actual cost of insurance
would be similar to that of an individual at the
lower age.
Column Two states that the couple will make
contributions to the custom-designed contract at a
rate of one million dollars annually for five years.
Column Four provides the current account value of
the contract. The contract has been designed to have
large surrender charges in the initial five years. Fur-
thermore, the cash account and the interpolated
terminal reserve will be similar and relatively low at
the end of the fifth year. The value of the contract at
the time of transfer will be approximately $1,451,851
and the gift tax payable on that amount will be
$798,518 (Column Three). The gross death benefit
of $14,890,778 is in Column Five.
Thus, in this situation, there is a tremendous in-
crease in the valuation net of taxes both before and
after transfer. The family can receive almost fifteen
million dollars, which can be income-tax and estate-
tax free three years after the gift is completed.
The three-year contemplation of death period
above would be eliminated if the trust or partner-
ship purchased the contract directly from the couple
at the end of the fifth year for its full value (interpo-
lated reserve value). If the trustees of the future
irrevocable trust want to access the funds in the con-
tract after it is transferred to them, it can access these
funds (numbers in Column Four) as income-tax-free
policy loans. As long as the integrity of the policy
remains intact, these funds can be used to provide
benefits to the beneficiaries (education, house down
payments, etc.) while one or both of the gift givers
are still alive.
This contrasts with the normal method of trans-
fer to future generations. A transfer of five million
dollars would result in a gift tax and generation-skip-
ping tax totaling in excess of two million dollars and
all future growth would be fully taxable to the ben-
eficiaries. Thus, the real after-tax value to the
beneficiaries would not be able to reach the scenario
discussed above.
Advanced Example
A more intricate and more tax-efficient example
is shown in Table Two. The presentation begins in
the same manner as the original example. We still
have a joint-age-seventy situation regarding the mor-
tality charges, and the contract will embrace five
annual payments of one million dollars as shown in
Column Two. The gross death benefit still remains
$14,890,778.
However, in this scenario the couple will make
only four of the five payments specified in the ex-
ample above. Suppose the couple's financial affairs
deteriorate and they cannot make the last payment
they would have liked to make. Or perhaps they
planned to contribute only four million dollars, but
wanted to do it in the most tax-efficient manner. Ei-
ther way, the transfers to the beneficiaries are still
quite extraordinary.
Returning to the example, the contributions to the
contract by the couple are shown in Column Seven. In
the fifth year they borrow the one million dollars from
the contract, to pay the premium, using an internal
policy loan. Similarly, they must pay interest on the
loan for the duration of the program, although the
growth in the cash value of the contract will be able to
pay the outstanding interest on the loan.
Column Five displays the outstanding loan for
that year. Column Six shows the total loan outstand-
ing. Column Eight shows the interest cost annually
(matching Column Five after the policy loan is taken
in year five). The key columns are numbers Nine,
Ten and Eleven. Column Nine displays the net cash
value of the contract which is similar to Example
One until the policy loan in year five. Column Ten
shows the gross death benefit (similar to the earlier
example) and Column Eleven shows the net death
benefit for the beneficiaries after all loans are repaid.
In this scenario, the couple will transfer only four
million dollars over four years and still secure an
initial death benefit of almost fifteen million dollars.
However, due to the policy loan in year five and cor-
responding decrease in the interpolated terminal
reserve, 4 two things will occur. First, the net cash
value is reduced to $377,851 (and can be made even
lower) and will significantly reduce the gift taxes
payable on transfer or reduce the cost of purchasing
the contract from the couple directly (to avoid the
contemplation of death three year wait for estate tax
freedom). Second, as the size of the policy loans and
interest increase the net amount of death benefit
shown in Column Eleven will slowly decrease.
From a long-term perspective, either of our ex-
amples will be significantly more advantageous for
the beneficiaries than the direct transfer of four or
five million dollars. Furthermore, the grantor couple
will be responsible for a much lower level of gift tax
and, where applicable, generation-skipping tax. In
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reality, the final decision can be made initially or can
be delayed until the fifth year.
The key element in any of these situations is to
understand the objectives of the client. Then, the
structure must be created by using a custom-designed
contract that will fit these objectives.
Using Qualified Plan Assets for Transfer
If the couple wanted to accomplish the wealth trans-
fer using funds presently sitting in a qualified plan
or IRA, a similar scenario to the above advance ex-
ample could be created. However, because of the rules
and regulations in the qualified arena, it is impera-
tive that it is done with a great deal of care.
First, we must determine what type of plan assets
are available. In general, up to fifty percent of the total
plan assets in a defined contribution plan may be used.'
Defined-benefit plans will usually allow one hundred
times the benefit, but they can exceed that level.6 Profit-
sharing plans can be amended to use up to one hundred
percent of the plan assets.7
An individual traditional retirement account
(IRA) cannot be used because the IRS does not al-
low insurance contracts in the account! However, if
the client has a corporate rollover IRA, there are still
substantial opportunities. The requirements for es-
tablishing a profit-sharing plan include the need to
have taxable earned income. If the client with the
rollover IRA creates a viable business (consulting,
fees, etc.), a qualified plan can be established and
the client can transfer the corporate rollover IRA to
the new profit-sharing plan.
Another consideration is that putting an insurance
plan inside a qualified plan automatically creates a new
taxable economic benefit. This benefit, known as the
PS-58 costs, is taxable to the client? The amount of
tax is calculated using a special IRS table.
Returning to Table Two, the program is as fol-
lows: Now the client makes a transfer from the stock
and bond account to the custom-designed contract,
but the contract is still owned by the qualified plan.
Then, at the end of the fifth year, the client takes a
distribution of the contract from the plan (or the
contract is purchased by a trust or partnership). The
client is responsible for paying income tax on the
interpolated terminal reserve value, or taxable value
of the contract (when properly designed the amount
will be even smaller than shown in the table). In ad-
dition, the client will be responsible for paying the
gift taxes upon transferring the contract to the trust.
Again, substantial assets have been transferred out
of the estate and a dramatically lower amount of
gift, income, estate, and generation-skipping taxes
will have to be paid.
The Financial Advisor
The financial advisor must make a comprehensive as-
sessment of each client's needs and objectives to
determine the viability of this program. There are cer-
tain situations where using one or another aspect of
this program would be quite advantageous for the el-
der couple. For those with substantial assets, either
inside or outside a qualified plan, the program can be
used to provide significant estate enhancements.
For those with small estates, or those who need
their existing assets to live on, this program would be
most inappropriate. Each case must be custom designed
to fit the needs and circumstances of the couple.
Conclusion
This well-designed strategy can be an important com-
ponent of any comprehensive financial or estate plan.
The program can substantially reduce those assets
subject to a heavy tax load. It can create millions of
dollars, income-tax and estate-tax free, for the
couple's beneficiaries upon their death. Finally, the
trustees of the irrevocable trust can access funds
during the remaining life of the couple to provide
for the beneficiaries. A properly designed program
will be able to provide a wealth of benefits.
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